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Strategic Plan for San Jose Inculcators

¯ :’The focus of economic development should be on supporting innovation,..
and innovation will drive the growth of American industry by fostering new
ideas and technologies that lead to betterjobs and higher wages.¯ America’s
capacity to innovate will be its most critical, element in sustaining economic
¯ growth;" David Sampson, Assistant Secretary, Economic Development¯
Administration, U.S. DepL of Commerce (2004). ’

Background

In 1994, the San Jose RedevelopmentAgency Board.approved tl~e establishment of
a business incubator program to support start-up companies in key industry sectors, .
with the. intention df helping these companies locate and grow in San Jose. The
Redevelopment Agency’s incubator program advances the Agency’s objective of
revitalizing redevelopment areas by .filling vacant office and industrial buildings with
~;orporate tenants, as we!l as the City’s economic developmer~t goals of stimulating
innovation, new business formation, corporate growth, job creation and economic
diversity..

The software Business Cluster and Environmental Business Cluste~were formed in
1994. TheU.S. Market Access Center (originally called the International Business
Incubator) was f6rmed two years later. In 1998, the three incubators moved under the
auspices of the San Jose State university Foundation. In 2004, the San Jose Bio.Center
(BioCen.ter) wasopened in Edenvale. The Electronic Transportation Development
Center (ETDC) is currently in the development stage.

The Redevelopment Agency has traditionally supported ¯the incubators by paying rent
for the downtown incubators. In .Fiscal Year 2006-07, the Agency’s. estimated lease
payments were appi’oximately $630,000. In the case of the BioCenter in Edenvale,
the Agency has invested approximately $7.6 million in tenant improvements and.
$1.2 million to acquire major pieces of equipment. Recently, the Agency agreed to
cover $806,000.0f the rent cost at the BioCenter, through June 2008. The Agency has
also provided matching funds for a .U.S. Eco.n.omic Development Administration.grant
to assist in the development of the ETDC. ¯

Software Business .Cluster

Foundedin 1994, the Software Business C~uster (SBC). provides office space and
business¯development services to start-up companies. The SBC has graduated over
120 companies, almost three quarters of which are still located in San.Jose and employ
1500 workers. Since its inception, five companies have gone public.-Agile Software,
Calico C0mmerce; eGain Communications, Moscape, and Callidus So¯ftware. In 20001
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the SBC received the National Business Incubation Association’s "InCubator of the
Yea�’ award for excellence.

Environmental Business Cluster

Founded in 199.4,.the Environmental Business Cluster (EBC) is a technology "
commercialization center and incubator that specializes in clean and renewable energy.
and other clean technology. It was the first environmental incubator in the U.S., and it
is.the largest clean energy incubator in the U.S. today. To date, the EBC has assisted-
almost 120 companies, with 25 currentclients. In 2003, the EBC was Sele&ted by the
California Energy.Corfimission and the U.S. Department of Energy to provide .
commercialization services to their grant recipients. The EBC has received Over.
$1 million from these agencies in the last four years t0 provide teChnology
commercialization services. In late 2006, the EBC.was rated first in a British survey
of 110 clean energy incubators around the world, based upon the number of ’
technologies, successfully commercialized.

U.S: Market Access Center

The U.S. Market Access Center (U.S. MAC) was established in late 1995 to attract
international firms to San Jose. The U.S. MAC. offers offices and business development
services to international clients. The incubator has provided services to 150 clients.
Today, the U.S. MAC offers extensive market research and consulting services to
international companies. The incubator has been recognized by the National Business
Incubation Association. as one of three recommended incubators for international
business in the United States..

San Jose BioCenter

The San Jose BioCenter opened in 2004. The BioOenter provides wet laboratories,
office space, common, equipment facilities and business development services to start-
up companies inthe life science and nanotechnology sectors. The BioCenter currently
has 24 companies with over 150.employees, and client companies have raised over
$100 million in funding. Technologies un,der development at the BioCenter have been
featured in The New York Times, The Washington Post, Time, Business2.0, BioWorld
and CNN. Possible expansion to include an additional floor is under consideration.

Electronic Transportation Development Center

Currently in the development phase, the Electronic Transportation Development Center
(ETDC) will be a place for estab!ished and emerging.Silicon Valley technology
companies to collaborate on the design and development of clean energy, hybrid fuel
commercial vehicles that also meet homeland security and transportation safety needs.
Currently, over 80 potential industry partners have been identified and identification of a
facility to house the initial bus technologydemonstration project is underway. The
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Redevelopment Agency has received a $200,000 grant from the U.S. Economic
Development Administration to help.with the planning for the ETDC..

San Jose State University Research Foundation

The San Jose State University.Research Foundation (SJSURF) manages the four
existing incubators on behalf of the San Jose. Redevelopment Agency. The SJSURF
is the incubators’ fiscal and administrative agent, and. it helps provide the incubators
with connections to San Jose State University faculty and students.

Business ClusterDevelopment (BCD)is assisting the Redevelopment Agehcy "
with its incubator program strategy, and has developed this report drawing upon its "
experience in ~ector-focused technology 6usiness incubation and technology
commercialization.programs.. BCDdev61oped the business plans for the SBC, the.
EBC, the BioCenter, and. the ETDO (the last in partnership with Synergy EV).: BCD.
has assisted in the development of more than 35 business incubation and innovation
programs in the U.S. These best practices and Our experience are reflected in this-
report. In addition, Jim Robbins, one of the BCD .partners, is the immediate past..
Chairman of the Board. of Directors of the National Business Incubation Association
(NBIA) and Carol Lauffer, another partner, is a current Director.TwiceYearly, both
-Carol and Jim teach the NBIA course on Developing a Successful Incubator.

Ope~’ation Plan Goals

This Operation Plan will address the following major issues with respect to options
for the futuie:

1. Agency and City financing arid retuCn On investment options,

_ 2. The. facility options to house such programs,

3. Appropriate management and organizational structure, and.

4. Einancial sustainability.

More sPecifically, the BCD team has developed a proposed Operation Plan for the
future that addresses:

.Sustainability

A strategic model for sustainability~incorporating incubator best. practices, based
upon BCD extensive knowledge of the current San Jose incubators and based
upon our experience withsustainability issues at incubators across the U.S.
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Management and organizational structure

A review of the Agency’s current approach to management and organizational
structure and specific.recommendations for !mpr0vements, as needed, to
accomplish the Ag’ency .and City’.s long term incubation strategy.

Financing strategy and return on investment

.A review of the current financing approach and recommendations for a specific
and pragmatic future Agency and City finar~cing strategy, withclear implications
for the return on investment.

¯ Potential facility options

A review of the current facilities approach and a discussion of possible future
facility options within redevelopmentproject areas.

The project will not address the details of budgets for individual incubators, make
specific facility site recommendations, or present a detailed staffing plan for each of the-
incubators. BCD was not retained to interview incubator directors,. Redevelopment
Agency staff or sJSURF personnel. Rather,the report is intended to be a draft strategic
plan with recommendations that are intended to stimulate future discussions, led by the
Redevelopment Agency, with all interested parties.

Incubator Program Strategy

It is important at this point to review San Jose’s strategy with respect to incubation. The
San Jose Redevelopment Agency has consistently invested in incubators that focus on
specific sectors and has used the incubators to buildnew technology!industry clusters
that strengthen and.diver.sif~ San Jose’s economy. This v!sion has been developed.
incrementally over.time - one incubator at a time; WHile the strategy has largely been.
successful, the Redevelopment Age .ncy.has decided to review this approach to
determine if opportunities.to maximize the return for its investment exist and whether
the incubators are Organized in the most effective and efficient manner.

While numerous individuals, as well as the San Jose state University Research.
Fo.undation, playa role in the operation of the incubators, the San Jose Redevelopment
Agencyis the primary financial sponsor. Most important, the purpose of th&se
incubators is to further the Redevelopment Agency’s objectives and the City 0f San
Jose’s economic development goals.. In fact, this is the one aspect of the san Jose
incubation effort that is unique in the country- multiple incubators have been
established to strengthen separate technology sectors supported by a single
government entity. However, a review of the entire, program by the Agency has not

o
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taken place before. The goal of.this plan is to build upon the success of the current
incubation pro¯cess in San.Jose..

In generat,the redevelopment and economic goals of the Redevelopment Agency and
the City of san Jose with respect to incubation can be .described as aiming to create
synergistic and dynamic hubs of activity in San Jose which:.

Help to.diversi.fy the economy by establishing new industry sectors, ¯

Help to fill vacant office and industrial bU"ildings in redevelopment ¯areas with new
corporate tenants,

FQster a culture of entrepreneurship and technology innovation in San Jose,

Create successful new businesses an~l spur job growth in San Jose,

Stimulate the development of new technology and products by targeted sector,

.Enhance the Opportunities fortechnology.commercialization and assist in bringing
newproducts to market,                                               -,

Develop high quality services and programs and build strong networks of sector
expertise.which will improve the success rat# ofemerging growth companies, and

Increase. partnering opportunities with businesses, universities, and 0iher agencies.

Sector-Focused Incubation as anlnnoVationTool

It is approPriate to review the basis for San Jose’s sector-focused incubation strategy as
an innovation and economic development to01. The City’s economic developmest
strategy has focused upon creating innovation clusters in emergingtechnol0gy sectors.
According to Joint Venture/Silicon Valley, ~’lnnovation drives the economic success Of
’ Silicon Valley. The ability to generate newideas, products and processes is an
important source of regional competitive advantage."1¯

Recently, there has also been ¯increasing recognition that small businesses are the " ’
engine of innovation and economic change..Small businesses represent a growing
share of the country’s highly innovative firms (defined as those with 15 or more patents),
increasing from 33 percent of the pool in 2000 to 40 percent in.2002. Small businesses

1 2007 Index of Silicon Valley, (Joint Venture Silicon Valley Network, 2007)
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also represented 65 percent of the companies in a recent U.S. Small Business
Administration report’s list of tl~e most highly innovative-companies. 2

This SBA report finds that small firms’ contributions to technological innovations are
best measured industry:by-industry. Their impact has been ¯found to be particularly
significant.in emerging research and technology-intensive fields.ln biotechnology, ,for
example, small firm research and technologies¯are said to be used by !arge firms at a
rate 60 percent higher than expected, and 41 percent of all biotech patent citatio¯ns go
to small firms. In fact, 66 percent o.f patent.citations from large biotech companies and
79 .percent of those from small companies are associated with the.earlier work of small
. firms. This finding conforms to the generally held notion that small firms lead the
creation and technological growth o~ emerging industries before larger-firms.take on
dominant roles through consolidations,° mergers and acquisitions.3 Thus, efforts to
.stimulate and improve innovation efforts within small technology start-ups are .key to
making innovation work and helping Silicon Valle.y to thrive.

Innovation, or industry, clustersmay be defined as geographic concentrations Of ¯
interconnected companies, suppliers, service providers and others in a particular
industry or sector. 4 Many economists have studiedthe .impact of industry clusters, on
regional innovation and economic development. These eoonomists often recommend
and conduct research on evolving technologyclusters in a region and on how to link
economic development investments to such technology clusters in orderto help shape
innovation inthat region. Economists such as. Michael Porter at Harvard and Doug
Henton from SRI have developed research methods to identify.innovation clusters
and measure their growth in metropolitanregions throughout the United States and ’
internationally.

Cluster-based analysis has been used as the .basis for regional economic studies in
many of these metropolitan regions across the country. As economic cluster
opportunities are identified in city or regional planning studies, sector-focused ’
incubation has become an effective tool for stimulating the growth in the targeted
cluster(s).¯ San Jose has become a national leader in this approach. "

Sector-focused incubators target business¯opportunities in a sPecific industry sector--
-for example, life science, so .f-Nvare~ communications technology, cleanenergy,
advanced transportation, international expansion, etc.mand then concentrate their

¯ mission, operations, actMties and services on the unique challenges and opportunitie~

2 Small Firms and Technologyi Acquisitions, Inventigr Movement, and Technology Transfer. (U.S.. Smal! Business
Administration, 2005, U.S. Gov’.t. Printing Office)

3 Small Firms and Technology: Acquigitions, Inventor Movement, and Technology Transfer, (U.S. Small Business
Administration, 2005,-U.S. Gov’t. Printing Office)

4Devoi, Ross, Blueprint for a High-Teeh Cluster, (Milken Institute, 2000, Los Apgeles, CA)
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that face emerging young companies in that industn]. A Setof incubation center
programs bzpically facilitates networking among all of-these Various participants. The ’
combination of the services and the network of expertise and relationships foster the
creation Of suocessful techn.ology oompanies. As mentioned in the background se.¢tion,
the San ,Jose incubators utilize this model with greatsUooess.

¯ This approach.    ’ has also been Studied elsewhere with positive                                     results.      "Technology
incubators have proved-they can catalyze the formation of technology clusters ....... In
more urbanized regions, these outcomes increased the competitive .advantages that
already existed ...... These findings underscoi-e arguments.that public support of

¯ technology.incubatlon facilitates the formation of technology clusters.’’5         -

In a sector-focused incubator, each¯ new companyisscreehed to determine that they
are.both related to the sector and-not directly competitive ¯with other businesses in the
incubator. These criteria, foster collaboration and synergies between the businesses,
and because all are in the same industry., they often leverage one another’s
technologies and cross-sell products By directing their efforts in a particular industry,
incubator.lmanagers .can provide a greater depth of assistance and resources that are
more. specifically tailored to the needs of a company.

Sector-focdsed incubation concentrated on an emerging industry seCtor attracts
in.vestors, business ekecutives, professional service ¯providers,. faculty and otherswith
expertise in the area of focus..It also increases.the op.portunit es and interest in
techno!ogy collaboration and partne[ship by.corporations. Therefore, a sectorfocused
incubator can provide the focal point from which groups with the best expe~ise.can.
meet and help move innovation from early stagetechnology development to full
commercial scale. The best incubators recognize that networks are the basic unit of
innovation and include members both inside and outside of the technology start-up that
is engaged in technology innovation.6 The Agency’s cluster model helps to ensure such.
network involvement at the early stages of.market development.

More establisfied corporations.also benefitby,creating t~chnology partnerships with "
emerging young technology companies and by mining incubators fo~ innovations and
potential acquisition opportunities. Increasingly, corporations are.using, re!ationships
with incubators as part of a distributed research portfolio, hoping to identify and take ¯
advantage of cutting-edge technologies.

Research has shown ~hat "Quality incubation Significantly contributes to the growth of
client firm employment and revenues, and thus compensates for lack of regional
capacity..The effects of quality incubation last, enhancing graduate survival rates,

~ Lewis, Da~’id A., ~he Incubation Edge: How. h~cubat’or Quality and.Regional Capacity Affect Technotog)i
Company Performance, Project on Regional and Industrial Economics, Bloustein School of Planriing and Public
Policy, Rutgers University (NBIA Publications, 2005).
6 Davila, T,, M, Epstein and R. Sheiton, Malting Innovation Wbrl~ (Wharton School Publishing, 2005, Upper Saddle

¯ River, N.J.)

Business Cluster Development 8



Strategic Plan for Sa’n Jose Inc.ubators

though these resultsare measurably improve~l in regions with.a higher quality of life...
Incubator longevity was not necessarily essential to growth of client firms, either.
Younger programs that implemented best~ractices accelerated client firm growth as
well as.some long-established programs..""    _.

Perhaps the greatest beneficiaries of technology incubators are the communities in
which they.are located. A study by the.National Business Incubation Association
indicates thatbusinesses which participate in an incubator program have a success rate
of approximately 80% over .a five year .period, Compared.to a isuccesS rate of 20% .for
¯ non-incubated businesses. In addition, more than. 85% of the businesses locate within 5
miles ofthe incubator site after graduating from the i0cubator prograrri.8~ .For example,
the SBC and EBC have been tracking their companies for over 10 years. Seventy
percentof the companies indicate trey would not have started their companies in San

. Jose except for the presence of the incubators, and over 70% of.graduates stay in San
Jose. A significant per Cent stay in the downtown, while others sometimes locate in San
Jose, but more than 5 miles fromthe incubator. Clearly, hundreds of companies have
moved into the downtown incubators and helped, to support redevelopment goals, and
the incubators have been an importantpart of the City’s attraction and retention policies.

Thus; as a redevelopment and economic development strategy, it makes sense for the
Agency and the City to continue to.support sector-foc, used incubation efforts since they
will promote innovation, stimulate new business formation and job creation in relatively
new growth sectors for-San Jose and help establish each sector as a meaningful center
of excellence within the. city. On the Other hand, the very nature of this economic
strategy argues for Agency orCity investmentthat is greatest as emerging technology
clusters are being formed in San Jose and that diminishes over time as the technology.
clusters become well-established .and have created a strong new technology clusterin
San Jose. Once sectors are-well-established, it makes sense to review the appropriate
role for future Agency or City investment in that sector. BCD will suggest ways to better
manage this process later in the report.

Current operations

The Redevelopment Agency and the City of San Jose have one of the strongest set
of technology incubators in ¯the nation. The SBC.has helped attract and grow a base
of over 90 software companies in San Jose. San Jose.has the largest clean tech
commercialization center in California, which continues to grow as the clean tech
market has started to boom. The City has the.premier location for internationai

7 David.A. Lewis, The Incubation Edge: How Incubator Ouali~and Regi.onal Capacity Affect Technolo~z,v Comlganv
,Pe.rformance, P~piect on Regional and Industrial Economics, Bloustein School 0f.P1 .arming and Public Policy,
Rutgers University (NBIA Publicati0us~ 2005) .
8Moiinar, Lawrence, Business Iqqubation Work.s, (NBIA Publicaiions, 1997)
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companies to locate as they move into Silicon Valley: the U.S. Market Access Center.
San Jose has Some of the only new, wet laboratory space available in substantial
volume for biotech start-ups in northern California, and has attracted a strong clust.er of.
such companies to the Edenvale Technology Park in South San Jose.

This report is. not intended to be a criticism of the incubators or a statement that
anything is "broken".Clearly, manythings have been. done well by.the incubators, the
City of San Jose and the San Jose. State University Research Foundation over the .
.years. The Agency requested that BCD look at the Agency’s poten{ial future investment
in the incubators and recommend ways to maximize the AgencY’s return on its
investment. The Agency, has also asked BCD to determine whethe¢ the incubators are
operating in the most efficient and effective manner possible,. After substantial success
and growth, it.is an appropriate time to look at opportQnities for continued improvement.

There is generai agreement among the incubator directors concerning the following
issues:                                  ¯               ..

Historically; the incubators .have developed in an iterative m#nner, without
a master plan. Each incubator has been and continues to be an individual
response toa different sect.or opportunity.

Initially, most of the incubators .w.ere.highly entrepreneurial endeavors. Most
were not originally operated by theAgency or the Foundation, They all have
affiliated with the Agency and the SJSURFover time and for different
reasons, With some loss of entrepreneUrial opportunities in each case.

Decisions about policy ¯and management tend to be ’;stove-piped", with little
coordination between incubators, or at times, between the Agency and the
SJSURF. Differences.over appropriate management practices exist,

Communic.ations. between.incubator ¯directors historically have been limited.
The SJSURF has attemptedto start.more coordination recently, but the.

¯ focus has tended to be on marketing, measurement and fiscal controls.
Collaborationby the incubators on vision, policy or mutual opportunities is
r̄a re.

All the incubators have had at least temporary budget shortfalls at some
point, and exploration of opportunities for efficiencies Of scale between
incubators that would imp¢ove eachincubat0r’s fiscal status has been rare
(except between the EBC.and SBC). "

The Redevelopment Agency’s incubationprogram might best be described as working
reasonably well, but lines of authority are¯blurred and each party’s distinct
responsibilities are not always clear. The programwould benefit from a more unified
approach. Aspects of this type of structure are positive, as it tends to reward the
entrepreneurial behavior of incubator directors, which is a fundamental prerequisite for
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strong incubation programs. However, this approach has left many opportunities
unaddressed~ and the overall incubation program is due for thoughtful improvements.
and change.

Opportunities for Improvement

The SJRDA has asked BCD to identify opportunities.for improvement. Fortunately, :
the opportunities can build upon the solid ..and well-respected incubation programs that
have been built over the years. The Redevelopment Agency has been Visionary in its
development and support of the incubators, and the SJSURF has embraced the
incubators as a positive force within the University structure.

¯ This repod, isnot meantto be anin-depth evaluation of tlie performance of the
individual incubators, the Redevelopment Agency or the SJSURF. Rather, BCD will
attempt to identify the opportunities where we believe widespread agreement could
exist. These areas could provide the Agency with a better return onits investment,
while improving overall efficiency and effectiveness and promoting a more sustainable
incubation program in San Jose.

At this point~ it is important to emphasize clearly that all the incubators being discussed
are, in fact; part of the City’s redevelopment and economic development programs.
Although they did not all start this way, the City has recognized the economic benefits of
the sector-focused incubators and has become their primary.financial sponsor. This fact.
may best represent the incubation program’s strength and-future, but it is necessary for
everyone to understand that the incubators are no Ionger a reflection of the individual
visions of their founders, nor are they driven by the goals and objectives of the san.
Jose state University Research Foundation. Increasingly over the years, the incubators
have become a key method to implement some of the Redevelopment Agency’s-major
goals and objectives, evidenced by the Agency’s continued financial support and direct
discussions with the SJSURF and.th.e incubator..directors about the rol¯e the facilities.
play in job creation. If this fact can be embraced .by all involved and utilized to guide
future decisions, it will lead the way to-a more powerful and effective incubation program
- an eConomic model for technology innovation and growth that is not likely to be
matched by any other U.S. city.

Developing a More Sustainable Model for City Incubation

Several opportunities exist for developing a more sustainable incubation model. The
circumstances are unique with four, and soon five, seParate programs supported by the¯
Redevelopment Agency. BCD believes that all the areas we have been asked to
address logically fall under the concept of sustainability, and that this is the appropriate
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time to. make San ,Jose’s incubation program more sustainable, and take it to the next
level.

¯ What is lacking is a strong financial strategy, an even better return on investment for
the Redevelopment Agency and the City of San Jose, an improved management and
organizational structure, and better facility options. The following recommendations are
identified in the hope that it will begin the discussions and. decisions needed to develop
a more powerful incubation model,

. A) A Unified Organizational Structure

BCD recommends that the overall goal sh0uid be to movethe organizational model
from a series of "Stove pipe" sector-focused incubators to one unified organizational
structure. All the incubators should be merged into one organization containing different
sector programs, and better integration a~d leveraging of.their services should occur.
For example, the City. should be able.to market a broader range of incubation services
for technology entrepreneurs. A start-up should beable to receive servicesfrom "
multiple incubator programs when that is beneficial. Currently, most of.the¯ incubator
director~ do not know the clients in other incubators and their needs.. The incubators are

. treated as separate¯ organizationS, although they all te’chnically.rep0rt to the SJSURF,
For example, the BioCenter may have client companies developing software.or focused
upon environmental issues, but the incubators are not .currently organized to ¯share
services. Companies in the EBC might benefit from market information on Northern
CalifOrnia, but the U.S. MAC is not currently organized in a way that makes such
services readily available, nor does the EBC request such services from the U.S. MAC.
M~!tiple opportunities to improve assistance to San Jose start-ups are lost. Also, the
Redevelopment Agency and the City of San Jose. are not marketing their programs as
strongly as possible, although some progress has .been made on marketing in recent
years as the Redevelopment Agency and SJSURF have begun to.develop some. grouP
markel~ing materials and radio and newspaper.ads. However~ if the incubator programs
are combined, marketing can be better organized and the whole program promoted .
more often, and more efficiently,            ..

Because each incubator is organized as a separate entity, opportunities for joint policy
development, joint staff meetings, joint marketing and shared services are often not
realized, In addition, both the Redevelopment Agency and SJSURF interact wi.th the
incubators on an individual basis 90% of the time. Although the SJSURF has attempted
to unify some aspects of the incubator olSerations under its management in recent
years, SJSURF is organized in a manner that often makes its.attempts ineffective.
SJSUF is organized and primarily focused upon SJSU research programs and is not
viewed as entrepreneurial, visionary or a policy leader for inCubation. At the.same time,
the Redevelopment Agency lacks the experience to work such issues, Finally, the

Business Cluste~ Development 12



Strategic Plan for San.lose Incubators

incubator directorshave not historicallyinitiated such efforts toward a unified approach
on their own. The current approach needs.to be revisited by all and restructured.

As the incubators have increased .in size and number, their challenges have become
more sophisticated.. As new issues and challengesarise, the current organizational
structure creates inherent conflicts, and constraints that the best of intentions Cannot..
¯ overcome. For example, the single most important factor that would help the incubators
attract more start-ups is a seed equity fund. When theCity of San Jose putout an RFP
for development.of such a fund, SJSURF would not allow the EBC and SBC to present
their proposal to the City, stating that management of this type of.fund created       ..
unacceptable liability risks for the SJSURF and was inconsistent with their primary
charter.

While the SJSURF has beentrying to U..nify the overall incubation programs over the last .
several years, .its own. organizational structure and perceptions about appropriate levels

of risk - including a Board that is not focused on the private-sector or familiar with
business incubation practices - have often !imitedopportunities for innovation and.
improvement Of the incubator programs. Also, their efforts to regulate communications
between incubator directors and the Redevelopment Agency have highlighted
differences in perceptions, concerning how the incubators should .operate.

Thus, while sJSURF’s organizational StrUcture and mission are appropriate to serving
the purposes of the greater university, SJSUF is not specifically configured to create a.
culture conducive to operating entrepreneurial.incubation programs, especially as thes.e
programs continue to expand. As tbie number of incdbatQrs and the size of their budgets
have grown, the SJSURF has become more concerned about financial, risks and legal
liabilities of managing the budgets and. the organizations, At the same time, as the
Redevelopment Agency’s !ncubati0n program has expanded and its financial
commitments have grown, the Agency has become more focused upon assuring
appropriate economic benefits. A new organizational structure is needed to address
these issues and ensurefuture sucbess.

Recommendation 1: A.New Organizational Structure

-Create a new non-profit incubator: organization and Board o.f Di~’ectors for the sole
purpose of operating all of the Redevelopment Agency-sponsored incubators. The new
organization needs a single, focused missio.n of enhancing the success of San Jose’s
incubation programs, The number of incubators and the size of the financial
Commitments require this.focus.

BC.D.believes that neither the Redevelopment Agency nor ihe SJSURF, as currently
organized, are the most effective organizations to manage the large number of
incubators now being funded by the Agency. A new non-profit corporation could be
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created by either the City of San Jose or San Jose State University. The City of San
Jose has the legal autl~ority to establish such a oorporation, and San Jose State
University already has such a model with its Research Foundation. However the
organization is created,BCD strongly recommends a separate non-profit be established
for the sole____ purpose of managing the incubation programs and establishing the
prerequisite organizational structure to move the Agency’s incubation programs to the
next level.

Obviously, the" creation of a new quasi-independent, non-profit corporation will .require
significant discussion and review. Regardless of the final structure, a new organization
is necessary to. more closely align the incubators with Agency objectives and City policy,
while still allowing the entrepreneurial freedom and private sector initiative needed to
make a broad-based sector-focused business incubation programsuccessful. A dew
structure is .a fundamental building block to a stronger and more successful program in
the future. This new Organizational structure will place all.of the i.ncubators within a
single entity and can bring the incubators and their staffs together to more effectively
pursue some of theissues discussed later in this report.

In order to ensui’e that the new incubator organization will represent theredevelopment
and economic development, policies of the Agency and the City, the Agency and the
City should have the power to.select the Board of Directors of this new n0n-profi.t
corporation and should have the power to remove and replace Board members. BCD.
recommends that the Board of Directors be small enough to operate in an
entrepreneurial and efficient manner andthat it not exceed 1t members. In addition,.
BCD recommends that each of the incubator directors (including a new ETDC director.
in the future) be appointed as Board members to ensure that the incubators and
incubator best practices ai’e effectively represented at all times. The remaining.Beard
.members should be Agency or City, business, Or higher education, representatives
committed to the success of the incubation program. The majority of the Board
members should also have significant.business experience in recognition of the private
sector focus needed in .order for incubators to succeed. Each incubator should continue
to have its own sector-focused Advisory Board, reporting to the individual incubator
director.

The primary responsibilities of tRe new Boardof Directors should be:

ā) Budget approval and fiscai oversight for incubators,

b) Fundraising strategy,

c) Approval and oversight of private management contracts (see below),

d) Interface with Redevelopment Agency and City officials,
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. e) Other responsibilities as.set forth in a Board Of Directors.policy.(to be
developed).

¯ The new foundation would be staffed by a small team. We recommend the hiring of a
professional director with fundra!sing skills (an issuewhich is addressed later in this "
report), along with consideration of services that might be jointly offered to all of the
incubators, such as accounting and marketing.

Recommendation 2: Private Manaqement Contracts

The new nomprofit corporation should operate all the incubators under a private
management contract (or multiple private contracts)..This is similar to the arrangement ’
currently used bythe SJSURF with the San Jose BioCenter. The other three incubators
are staffed primarily as employees of.the SJSURF. BCD believes that a private
management contract offers several advantages. First,- it allows the maximum flexibilitY
for Staffing. As staffing needs change, it is much easier for the .private management
company to change staffing than it is for a foundation with full-time or.part-time
employees. With a single unified incubator or~ganization and private, management
contrac.tS, significant opportunities also exist to consolidate staff across incubators for
functions such as accounting, market research,, fundraisingand administration.

Second, the contract can be put out for bid on a regular basis,Whi~h will increase
competition and tend to help keep costs competitive~ However, BCD does not
recommend the bid be awarded based upon lowest cost alone: Experience and
management.qualifications are key determinants, Private managemeat contracts also
allow the non-profit corporation to change management more easily if thei’e are
performance issues. Third, private management contracts tend to allow the incubator
management more freedom, within thei.r budgets, to arrange.for performance-based
incentives and attract the most ..highly qua!ified .individuals.

This approach allows San Jose state University more flexibility in decisions about their
role in the future. The Univers!ty may not want to create the new non-profit corporation,
but it couid choose to bid for the management contract. The University might be more
interested in creating the new non-profit corporation if it did not have to assume
employment resPonsibility for the incubator staffs in the future.

Again, the details will take careful discussion. They must be done within the context of
the SJSURF’s current management contract period and recognizing that, currently,
SJSURF employees are working at the incubators. However, some of the employees of
the EBC,the SBC and the U.S. MAC are approaching possible retirement age: It is an
ideal .time to start addressing any transition issues and to bring new staff perspectives
into the organizations.
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Any private management contract proposal should clearly address the fol!owing items:

1. Annual management .fees,:         -

2. Measurable perfoi’mance goals, inc!uding:

a. RecrQitment goals

b. Proposed annual operating budget, .including revenue sources

c. Responsibilities of the management company

d. Programsto be offered

’ e. Staffing levels.

f. Per[ormance incentives, if any,

3. Performance evaluation measures

Each incubator management.team should be responsible for obtaining the funding
needed to cover all incubator operating expenses, including its management fee. Those ¯
revenue opportunities should be clearly identified. Staffing should follow private industry
compensation models. Incubation best pi’actices make it clear that salaries should be
commensurate witl~ tl~e private sector,-not the government or" university sector, in.
successful technology incubators. In fact, individual .compensation. and the division of
labor.among emploYees of the management companyshould be within the private
management c0mpany’~, control as long as they meet budgets. If possible, financial
incentives should be encouraged that benefit both the.iiqcubator and the management
company. By this, we mean that the exception to the flat management fee should be an
incentive that would bring¯ additional funding to the incubator if awarded. The most
common example, is usuall~f related to the abilityof the management company to bring.
in revenue inexcessof the approved budget.For example~ if. a balanced budget was
presented, and the management c6mpany.was able to procurea grant.0f $500;000
above the foreoasted budget ¯revenues, it would be consistent with incubation best
practices for the incubator staff.and the management company to be awarded a bonus
based upon a pre-arranged formula.

Recommendation 3: Review the Viability of Each Incubator

The Redevelopment Agency has consistently.invested in incubators that focus on
specific sectors and has used the incubators to build new technology/industry clusters
that str.engthen and diversify San Jose’s economy. The Agency and the City should
continue to invest in new cluster development over time: But, Redevelopment Agency
program support should also phase-out as sectors become mature and City policy is
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achieved for that sector. More mature sectors where the city of San Jose hasachieved
a major presence may be a better-place for traditional market forces and real estate
developers to take-over. Sectors that move from an ascending to a descending CYcle
over along term may also no longer warrant Agency investment. In other words, an
Agency-supported .incubation focus should not necessarily last forever. With a more
unified incubation program, individual sectors can be added or eliminated more
efficiently, while the overall incubation program continues..

As part of the proposed restructuring,each of the current s0ctor-focused incubators
should be reviewed to ascertain whether it is still meeting redevelopment and economic
development goals. BCD believes that the SBC needs the most careful review. The
SBC has been .in existence for 13 years. The sector has experienced boom and bus~
cycles, but most importantly San Jose has moved from a total of 5 software companies
to 90 software companies within its city limits, thanks in large part to the SBC. The
software industry itself has also changed in significant ways. The SBC has been an
outstanding success, producing multiple IPO companies and attracting over $600
million in ventureinvestment. But, much of this success is historic, not current. Perhaps
.a subsector of.the software industry with more sectorgrowth potential can beidentified;
or perhap~ the software incubation strategy should-be recognized as.successful and
phased out.

A careful reviewof the SBC and the other incubators would be desirable. It appears that
both the U.S..MAC and the EBC have "morphed!’ into niche markets thatare timely and

potentially productive for San Jose,.. but this should be confirmed. The San Jose
BioCenter is still in. its early stages, but also appears successful.

The founding principle of the incubation program is still most impo.rtant: San Jose’s -
incubation program should support start-ups in .emerging or high growth sectors that
promote current Redevelopment Agency and City goals. In recent years, this appears to
be how the Agency’s and City’s incubation strategy is evolving~

B) A New Financing Strategy
THe Agency’s financial investment is critical to the succes& of the incubation programs
and is consistent with its redevelopment goals. We hav6 suggested linking .the incubator
operations even more strongly to redevelopment and economic development goals. At
the same time, as the.program grows it becomes increas!ngly important to have a clear
and pragmatic financing Strategy that is sustainable and will help maximize the
Agency’s return on investment. BCD feels the primary opportunities to i.mprove the
financing strategy can be achieved by reducing facility.costs.and finding ways t0
supplement traditional Agency funding through increased use of state, federal and
private grants. Fi.nally, the Agency and the City should consider building an incubator
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program reserve fund to pmteot the incubators, the Agency, and the Oity from
unexpeoted budget shortfalls.

Recommendation 4:.A-Conso!idated Incubator Facility ¯

The opportunity exists to explore a consolidated incubator facility as the new Electronic
Transportation Development Center (ETDC) program is.created. The poss!ble
development of an ETDC facility offers the .potential opportunity to. move the incubators
into a City-owned or controlled facility. The new foundation is also one option as the

¯ facility.operator, with the building as a foundation as,.4et. The key is to.p~ovide a building
that is rent free to the incubators but that does not require the RedeveloPment Agency
to subsidize the rent paid to a privatelandlord, as it currently does.

The ETDC development plan calls for a 30,000 square foot facility, combining office
space and manufacturing space. The EBC, SBC and USMAC could be conso.lidated
into thesame ETDC facility if it were slightlyenlarged. This consolidation could save at
least $700,000¯ per year for the Redevelopment Agency in rent subsidies.

A POssible and timely opportunity to accomplish this consolidation is through an U.S.
Economic Development Administration (EDA)¯ facility grant for the ETDC construction or
retrofit. As EDA isa strong supporter of incubators and a primary funder Of their ¯
construction or retrofit, the Redevelopment Agency Could add the space needed for .the
other three, incubators to. their.grant request. Appro.ximately 20;000 square feet would
need to be added to the current proposed 30;000 square foot ETDC facility, it the three
other incubators Were to be included at the Site. As efficien.cies of scale for all the
incubators and the ETDC, such as shared conference, kitchen and reception space-.
would be created,.the space needed would be Significantly less than the 40,000 square
feetcurrently occupied by the three incubators, now Occupying two different locations. "
Any reduction or elimination of space caused bya possible pbasing-0ut of the SBC
would further reduce.the space demands; but some space for a new sector-focused
incubator in the future might be desirable.~                          ..

The estimated ETDC budget anticipates a Construction budget of $4.5 million, of which
50% could be suppiied by EDA. However, EDA facility grants of up to $3 million are
possible: For example, the Alameda Life S~ience project received a $3 million EDA
gran.t.several years ago. Increasing the. EDA request to $3 million., alongwith a¯
corresponding match, could cover the anticipated cost of retrofitting a facility large
enqugh to house the additional incubators..

Since manufacturing space is needed, the location would presu.mably need to be in a ¯.
redevelopment area outside the downtown - potentially on the North First Street.

.corridor near the airport or at the Las Plumas city-owned facility. These. would be .a good
location for the EBC, SBC and perhaps the US MAC because it adds parking. Parking is
an issue at all these locations. The timing of the lease expiration for the downtown
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locations and.the develoPment of the ETDOfacility could dovetailnicely. The current
downtown location is especially problematic for the EBC and SBC. This block of North
First Street has deteriorated badly since the last lease was signed. Most of the buildings
on the block have been desertedfor some time, causingnumerous problems. A new
location in a business or industrial park would certainly improve the ability to attract new
start-ups.

The Agency may also .become aware of other facility options in the future that offer both
the Agency and the incubators rent relief. Any changes would need to be .coordinated..
with the current lease expirations, or the leases would need to be terminated early. Both
the’ EBC/SBC facility and the US MAC facility lease terms expire in the last quartetof
2009.                                                    .

The investment in the BioCenter wet labs makes it impractical to include them in any
facility consolidation, and expansion is also currently being considered for that facility,
subject to funding availability, The BioCenterrent will increase to near*market rates.
in two years under the current lease.. Serious consideration should be given to
re-negotiating the .lease for theBioCenter to more favorable terms.

RecommendatiOn 5: Increased Grant Funding for the incubators
The incubators are managed by individuals with business, sector and start-up
experience, but none of the incubators has a staff person that is skilled at raising funds.
from state, federal or private.grants. The new non-profit organization should hire a
person (or agency) skilled at obtaining suchgrants and dedicated to raising funds for all.
of the incubators. BCD believes that millions of-dollars in grant opportunities are being
missed because the incubators do not have the staff qualified .to identify and pursue
them. The U.S. Dept. Of.Energy, U.S. Environmental Protectfon Agency, the National
Science Foundation,.theNational. Institutes of Health are a few examples of federal
agencies. Private foundation grants are also available if the incubators were better.
equipped to understand foundation priorities and funding practices. An individual with
hands-on experience and success at fundraising would be invaluable..Combined with
better use of the City’s state and federal lobbyists, the opportunities for a Silicon Valley-
based set of technology incubators to capture funds for clean energy, life science,
advanced transportation,, homeland security, and international-sectors seem quite
feasible.A skilled fundraiser could quickly cover the costs of retaining their services.

¯ This opportunity needs to be discussed carefully and supported.by the incubator
directors and others, BCD believes that with a new rent-froe facility and improved fund
raising capacity, the city-wide incubator program could become sustainable without an .
annual Agency rent subsidy.                      " "

The cost burden for services associated with managing such grants should be reduced,
Currently, the SJSUF charges each incubator 8-10% of annual expenses for their
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services.. However, the SJSUF charges.26% on proj:e.ct specific grants, which are just
tl~e type 0f grants we are.recommehding be increased substantially for all the
incubators, As the organizational recommendations are being considered and
fundraising capacity is being improved, this cost burden should also be addressed.
Any.new system needs a lower burden in order to. be financially sustainable. For
example~ the EBC and ETDC anticipate grants in the $2 million range in 2008. If they
receive these grants, the 26% fee charged by SL!SURF would beapproximately
$500,000. If fundraising escalated into the $3-4 million range annually for all the
incubators under a. system with more effective fundraising capacity, this figure would
double. Historically, the current.system operated at lower grant-funded levels, but over
the last several years Such funding has increased significant!y, and further increases
ar.e desiral~le. Therefore, a new system for calculating a reduced burden to be charged
by the new non-profit entity being proposed will need to be developed.

An increase in grant-related funding of approximately $250.,000 each. annually for the
EBC, SBC and US MAC (afterfundraising and exPenses are deducted) would eliminate
the need for an Agency rent subsidy. Similar efforts for tBe.BioCenter would reduce its
rent burden. It is still assumed that-the Agency and the City Would support certain grant
proposals¯ through matching funds or ~n-kind matches, when they endorsed the purpose
and potential impact of such grants as consistent with redevelopment and economic
development goals.

Recommendation 6: Establish a Reserve Fund

.At times, the incubators have suffered from cash flow shortages. The SJSURF has ¯
typically advanced ¯the incubators operating .funds in those situations. This approach
has been ~xtremely helpfultothe incubators, but it has caused concern at the SJSURF
about appropriate limits. No clear limits exist on the extent to. which an individual
incubatorwill be assisted through such.cash flow emergencies. SJSURF has alsd
raised issues about who should be liable for covering such shortagesl

. S~me shortfalls have been made up by the incubators overtime; other shortfalls appear
too.large for the incubators to cover, For example, the Redevelo#ment Agency has just
agreed to pay for approximately two years rent at the San BioCenter for a total of
$806,000. However, this shortfall was related primarily to initial start-up costs that were ¯
not,covered by rent and sponsorship as anticipated. The. BioCenter and SJSUF have
agreed to develop .a fundraising pla.n to cover future costs.

Once the need for annual Agency rent subsidies can be eliminated .through the other
steps recommended here, BCD proposes that the Agency or the City provide the new
non-profit corporation being formed ¯the amount of one year’s current Agency rent
subsidy for the incubators, or approximately $1,000,000, as a reserve f.und that the
corporation Board of Directors can use for unanticipated temporary cash flow shortages
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and~ Over time, for capital reserves for improvements at the incubators; These shortfalls
should be largelyeliminated in the future as the other steps.in this plan are taken to
reduce budgets and increase revenue.

Clear polici.es for use and repayment of this reserve should be developed, and incubator
directors should understand when budget.reduction methods are more appropriate. The
Agency and .the City will also need-to decide whether and under what circumstances
additional financial support.may be desirable for the incubators. However, the goal of
these recommendations are to eliminate the need for annual Agency support of
established incubators while improving the income streams for the incubators them-
selves so that shortfalls will become much less likely in.the future and so additional .
reserves can be built from operati.ng surpluses.

.C) Maximizing.the Agency and City Return on Investment
As a function of sales tax revenues produced and job creation, the incubators have
been consistently praised for their. impact and return.on investment. According to a "
report jointly, published bYthe Redevelopment Agency and SJSURF in 2006, the
incubators have graduated 250 Compadies, and approximately 70% have remained
in San Jose after their graduation from the incubators, in .many cases helping the
Redevelopment Agency fulfill their goal of filling vacant industrial space in
redevelopment zones.

Other than reducing cost as previously mentioned, BCD feels the primary opportunities.
to further maximize the Age .ncy’s and City’s return on investment can be achieved by
allowing for City equity participation in funded incubator staA-ups and by expanding the
existing incubation programs to new sectors over time.

Recommendation 7: Provide city,.E,~luit¥..Participation

In order to maximize the return on investment, the City of San Jose should participate in
equity arrangements with the incubator start-ups. There are two possible ways to-
improve the current structure:

1) The City needs to be offered an equity share in all start-ups that reside in the
San Jose sponsored incubators. The City has a legal opinion that determined
they can hold equity positions in these companies under the right conditions.
If the new non-profit Corporation is organized appropriately as a City - not
RDA ~ organization, the City can take warrants. The warrants provide the City
with an economic upside without any corresponding risk. The warrants
typically are purchased for a penny a share and provide a pay-out in the case
where a start-up is acquired or goes public.
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2) Increase.the number of equity positions being taken bythe incubators.
Warrant payments have been rare for the incubators, but no equlty positions
were being taken during the dot.com boom. It was unusual ~or incubators to
do so then, and it was the dot.com boom itself that dreated interest in the
concept. The SBC now takes warrants, and the BioCenter takes warrants in

¯ some cases. The EBC does not-take warrants; but is considering doing so,
given the increased level of vc participation in thesector. As a group, the
incubators, the Agency, and the City need to review the warrant pol cies.to
maximize City opportunity. Opportunities to take more warrant positions
should be considered carefu.lly by the incubation.teams, although different
se.ctors may need different pQlicies.due to their different market conditions.
Increase.d warrant participation along with inevital~le economic upturns in

¯ some of the sectors can provide substantial benefit over time, although
individual-cases of equity payout will always be the exception.

The equity participation needs to be low if it is to be acceptable to start-ups, and 1% has
been the SBC level, with the warrants issued after, the first $1 million or more in venture
financing. Although equity payouts are infrequent, - perhaps one in 25 start-ups reacl~
some liquidity event, warrants typically produce signiticant payouts in the $50,000 -
$200,000..range when they do occur. AIso,tl~e SJSURF receives the equity for current
SBC and BioCenter clients, and those agreements should be honored. Issues
concerning .possible changes for future arrangements will need to be discussed as part
of any organizational restructuring tl~a.t might occur.

Recommendation 8: Create an Incubator Seed Fund

A seed fund typically invests early in a start-up company’s history and in relatively
modest amounts,generally between $~100,000-$250,000. The City of San Jose
participates in a type of venture seed fund now, but it is primarily aimed at different
types of businesses than those that are clients of the incubators. The city should
consider funding, 0rapplying for funds, ¯to provide modest seed investment for
technology companies in the incubators. Numerous incubators in other regions have
such funds, .and they greatly enhance the ability to attract start-ups andhelp them
su6ceed. For example, the Accelerator, a biotech incubator in Seattle makes seed
investments in all their start-ups, and the Defense and-Security Technology Incubator
in North Carolina has a program to provide $50,000 seed funding to. new companies.
Early stage seed funding is generally the prima~j barrier to success identified by

¯ incubator start-ups. If the City of San Jose were to create a Seed fund, or partner in one
where they provided partial funding., they would also be able to take additional equity
appropriate to their level of investment in each start-up company.

If a seed fund is created, the City should consider using initial payouts from its equity
participation to strengthen the incubator programs. Options would iriclude.using it to
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subsidize the start of new sector incubators; since all such incubators need develop,
ment funding; enhancing existing incubators with new equipment; or contributing tlde
funds to the non-profit incubator corporation to increase the reserves or to allow for hew
initiatives at the incubators supported by the City, Such as scholarship funds, internship
programs, etc. The City and the incubators should form a task force to review seed fund
programs used in other Ioca:[ions and to better understand possible. San Jose options.

CONCLUSION
The goal of this report was to develop aplan.for sustainability that would provide
recommendations to stimulate future discussions led by the Redevelopment Agency
with all interested parties and that could lead to a stronger city-wide incubation program.

These recommendations would createa new organizal~ion solely focused upon helping
the incubators succeed and meeting Agency and City redevelopment and economic
development goals. The new organization would have a more entrepreneurial Board,
enhanced fund-raising capacity, and a reserve fund. The incubators would be better
integrated and organized with a more efficient staffing program that is managed under a
private contract. A new facility would consolidate many of the incubators, relieve the
Agency of much of its rent subsidy, producemore efficient use of space,, and reduce
redundant .operating costs.

The Redevelopment AgencY would eliminate its annual rent subsidy over time a~d the"
Cit.y would start participating in equity returnson investment. Through a carefully
managed sector-focused incubation program, the City could continue to build its
reputation as a center of innovation, constantly diversify the city’s economy in emerging
technology sectors, stimulate new business formation and create more employment.

Finally, the new structure and enhanced coordination with redevelopment goals and ¯
City economic development policy will allow .the City of San Jose to do a more effective
job of marketing its technology innovation advantage while attracting additional funding
to continually expand its incubation capacity and increase return on investment through
increased sales tax revenues.
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